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pursuant to section 856(c)(1) on or be-
fore October 4, 1976, unless the tax-
payer is a qualified real estate invest-
ment trust for a taxable year ending 
after October 4, 1976, for which the pre-
October 5, 1976, election is in effect. 
For example, assume that Trust X, a 
calendar year taxpayer, files a timely 
election under section 856(c)(1) with re-
spect to its taxable year 1974, and is a 
qualified real estate investment trust 
for calendar years 1974 and 1975. As-
sume further that Trust X is not a 
qualified real estate investment trust 
for 1976 and 1977 because it willfully 
fails to meet the asset diversification 
requirements of section 856(c)(5) for 
both years. The failure (whether or not 
willful) to meet these requirements in 
1977 terminates the election to be a 
real estate investment trust made with 
respect to 1974. (See paragraph (b) of 
this section.) The termination is effec-
tive for 1977 and all succeeding taxable 
years. However, under section 1608(d)(3) 
of the Tax Reform Act of 1976, Trust X 
is not prohibited by section 856(g)(3) 
from making a new election under sec-
tion 856(c)(1) with respect to 1978. 

(d) Exceptions— Section 856(g)(4) pro-
vides an exception to the general rule 
of section 856(g)(3) that the termi-
nation of an election to be a real estate 
investment trust disqualifies the cor-
poration, trust, or association from 
making a new election for the 4 taxable 
years following the first taxable year 
for which the termination is effective. 
This exception applies where the cor-
poration, trust, or association meets 
the requirements of section 
856(g)(4)(A), (B) and (C) (relating to the 
timely filing of a return, the absence of 
fraud, and reasonable cause, respec-
tively) for the taxable year with re-
spect to which the termination of elec-
tion occurs. In order to meet the re-
quirements of section 856(g)(4)(C), the 
corporation, trust, or association must 
establish, to the satisfaction of the dis-
trict director for the internal revenue 
district in which the corporation, 
trust, or association maintains its 
principal place of business or principal 
office or agency, that its failure to be 
a qualified real estate investment trust 
for the taxable year in question was 
due to reasonable cause and not due to 
willful neglect. The principles of 

§ 1.856–7(c) (including the principles re-
lating to expert advice) will apply in 
determining whether, for purposes of 
section 856(g)(4), the failure of a cor-
poration, trust, or association to be a 
qualified real estate investment trust 
for a taxable year was due to reason-
able cause and not due to willful ne-
glect. Thus, for example, the corpora-
tion, trust, or association must exer-
cise ordinary business care and pru-
dence in attempting to meet the status 
conditions of section 856(a) and the dis-
tribution and recordkeeping require-
ments of section 857(a), as well as the 
gross income requirements of section 
856(c). The provisions of section 
856(g)(4) do not apply to a taxable year 
in which the corporation, trust, or as-
sociation makes a valid revocation, 
under section 856(g)(2), of an election to 
be a real estate investment trust. 

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C. 
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26 
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26 
U.S.C. (856(f)(2)); sec. 856(g)(2) (90 Stat. 1753; 
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008; 
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26 
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26 
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26 
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C. 
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071); 
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec. 
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal 
Revenue Code of 1954)) 

[T.D. 7767, 46 FR 11275, Feb. 6, 1981; 46 FR 
15263, Mar. 5, 1981]

§ 1.857–1 Taxation of real estate invest-
ment trusts. 

(a) Requirements applicable thereto. 
Section 857(a) denies the application of 
the provisions of part II, subchapter M, 
chapter 1 of the Code (other than sec-
tions 856(g), relating to the revocation 
or termination of an election, and 
857(d), relating to earnings and profits) 
to a real estate investment trust for a 
taxable year unless— 

(1) The deduction for dividends paid 
for the taxable year as defined in sec-
tion 561 (computed without regard to 
capital gain dividends) equals or ex-
ceeds the amount specified in section 
857(a)(1), as in effect for the taxable 
year; and 

(2) The trust complies for such tax-
able year with the provisions of § 1.857–
8 (relating to records required to be
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maintained by a real estate investment 
trust). 

See section 858 and § 1.858–1, relating to 
dividends paid after the close of the 
taxable year. 

(b) Failure to qualify. If a real estate 
investment trust does not meet the re-
quirements of section 857(a) and para-
graph (a) of this section for the taxable 
year, it will, even though it may other-
wise be classified as a real estate in-
vestment trust, be taxed in such year 
as an ordinary corporation and not as a 
real estate investment trust. In such 
case, none of the provisions of part II 
of subchapter M (other than sections 
856(g) and 857(d)) will be applicable to 
it. For the rules relating to the appli-
cability of sections 856(g) and 857(d), 
see § 1.857–7. 

(Sec. 856(d)(4) (90 Stat. 1750; 26 U.S.C. 
856(d)(4)); sec. 856(e)(5) (88 Stat. 2113; 26 
U.S.C. 856(e)(5)); sec. 856(f)(2) (90 Stat. 1751; 26 
U.S.C. (856(f)(2)); sec. 856(g)(2) (90 Stat. 1753; 
26 U.S.C. 856(g)(2)); sec. 858(a) (74 Stat. 1008; 
26 U.S.C. 858(a)); sec. 859(c) (90 Stat. 1743; 26 
U.S.C. 859(c)); sec. 859(e) (90 Stat. 1744; 26 
U.S.C. 859(e)); sec. 6001 (68A Stat. 731; 26 
U.S.C. 6001); sec. 6011 (68A Stat. 732; 26 U.S.C. 
6011); sec. 6071 (68A Stat. 749, 26 U.S.C. 6071); 
sec. 6091 (68A Stat. 752; 26 U.S.C. 6091); sec. 
7805 (68A Stat. 917; 26 U.S.C. 7805), Internal 
Revenue Code of 1954)) 

[T.D. 6598, 27 FR 4087, Apr. 28, 1962, as amend-
ed by T.D. 7767, 46 FR 11277, Feb. 6, 1981]

§ 1.857–2 Real estate investment trust 
taxable income and net capital 
gain. 

(a) Real estate investment trust taxable 
income. Section 857(b)(1) imposes a 
nominal tax and surtax, computed at 
the rates and in the manner prescribed 
in section 11, on the ‘‘real estate in-
vestment trust taxable income’’, as de-
fined in section 857(b)(2). Section 
857(b)(2) requires certain adjustments 
to be made to convert taxable income 
of the real estate investment trust to 
‘‘real estate investment trust taxable 
income’’. The adjustments are as fol-
lows: 

(1) Net capital gain. In the case of tax-
able years ending before October 5, 
1976, the net capital gain, if any, is ex-
cluded. 

(2) Special deductions disallowed. The 
special deductions provided in part 
VIII, subchapter B, chapter 1 of the 

Code (except the deduction under sec-
tion 248) are not allowed. 

(3) Deduction for dividends paid—(i) 
General rule. The deduction for divi-
dends paid (as defined in section 561) is 
allowed. In the case of taxable years 
ending before October 5, 1976, the de-
duction for dividends paid is computed 
without regard to capital gains divi-
dends. 

(ii) Deduction for dividends paid if 
there is net income from foreclosure prop-
erty. If for any taxable year the trust 
has net income from foreclosure prop-
erty (as defined in section 857(b)(4)(B) 
and § 1.857–3), the deduction for divi-
dends paid is an amount equal to the 
amount which bears the same propor-
tion to the total dividends paid or con-
sidered as paid during the taxable year 
that otherwise meet the requirements 
for the deduction for dividends paid (as 
defined in section 561) as the real es-
tate investment trust taxable income 
(determined without regard to the de-
duction for dividends paid) bears to the 
sum of— 

(A) The real estate investment trust 
taxable income (determined without 
regard to the deduction for dividends 
paid), and 

(B) The amount by which the net in-
come from foreclosure property ex-
ceeds the tax imposed on such income 
by section 857(b)(4)(A). 
For purposes of the preceding sentence, 
the term ‘‘total dividends paid or con-
sidered as paid during the taxable 
year’’ includes deficiency dividends 
paid with respect to the taxable year 
that are not otherwise excluded under 
this subdivision or section 857(b)(3)(A). 
The term, however, does not include ei-
ther deficiency dividends paid during 
the taxable year with respect to a pre-
ceding taxable year ending before Octo-
ber 5, 1976, capital gains dividends. 

(iii) Deduction for dividends paid for 
purposes of the alternative tax. The rules 
in section 857(b)(3)(A) apply in deter-
mining the amount of the deduction for 
dividends paid that is taken into ac-
count in computing the alternative 
tax. Thus, for example, if a real estate 
investment trust has net income from 
foreclosure property for a taxable year 
ending after October 4, 1976, then for 
purposes of determining the partial tax 
described in section 857(b)(3)(A)(i), the
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